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BANKRUPTCY LAW-Tenth Circuit Bankruptcy
Appellate Panel Holds Worker's Compensation Premiums
Are Not Entitled to Fringe Benefits Priority Status-in re
Southern Star Foods, Inc.
I. INTRODUCTION
Third party providers of fringe benefits to a debtor's employees are less likely
to recover from a bankrupt's estate following the Tenth Circuit Bankruptcy
Appellate Panel's decision in In re Southern Star Foods, Inc.' As an issue of first
impression in the Tenth Circuit, the Bankruptcy Appellate Panel (BAP) affirmed an
Oklahoma bankruptcy court decision,' holding that the statutory priority given to
fringe benefits 3 was intended to apply only to fringe benefits in lieu of wages and
therefore did not apply to workers' compensation premiums. 4 As a result, at least
5
one type of third party insurer has been excluded from priority status.
The Southern Star holding has implications for New Mexico employers and
employees alike. Like other states, New Mexico has a Workers' Compensation Act
6
that guarantees benefits to employees injured in the course of their employment.
This Note explores the rationale and potential ramifications of Southern Star on
employees, employers, and insurers.
II. BACKGROUND
Creditors of a firm in Chapter 7 bankruptcy 7 face the near certainty of the debtor
having insufficient funds to settle all unsecured claims. Creditors generally rely,
therefore, on a policy that ranks them equally and places all debts on an equal
footing. The general rule is that, to the extent there is money to pay general
creditors, each will receive a pro-rata distribution of the money.' However, under
this general policy of bankruptcy law, Congress has recognized the existence of
special circumstances or special needs calling for exceptions.'

1. State Insurance Fund v. Mather (In re Southern Star Foods, Inc.), 210 B.R. 838 (B.A.P. 10th Cir. 1997)
2. See In re Southern Star Foods, Inc., 201 B.R. 291 (Bankr. E.D. Okla. 1996).
3. See 11 U.S.C. § 507(a)(4) (1994). Section 507(a) delineates nine levels of priority for expenses and
unsecured claims, each of which is subject to hierarchical payment among the priorities. Creditors of equal priority
are treated equally, and all creditors, starting with the highest priority, are paid before any creditor in the next lower
priority. See id.
4. See In re Southern Star Foods, Inc., 210 B.R. at 844.
5. The Tenth Circuit Court of Appeals affirmed the Bankruptcy Appellate Panel's denial of workers'
compensation premiums as a fourth priority without reaching the question of whether all third parties would be
denied priority. See State Insurance Fund v. Southern Star Foods, Inc. (In re Southern Star Foods, Inc.), 144 F.3d
712 n. 6 (10th Cir. 1998).
6. See N.M. STAT. ANN. §§ 52-1-1 to -70 (Repl. Pamp. 1991).
7. Chapter 7 is one of five debtor relief chapters for filing bankruptcy: Chapter 7 (Liquidation); Chapter
9 (Adjustment of Debts of a Municipality); Chapter 11 (Reorganization); Chapter 12 (Adjustments of Debts of a
Family Farmer with Regular Annual Income); and Chapter 13 (Adjustment of Debts of an Individual with Regular
Income). See generally 1 COLLIER BANKRUPTCY MANUAL 1 103.01 (3d ed. revised 1997)(explaining the structure
of the bankruptcy code).
8. See generally 4 COLLIER ON BANKRUPTCY 1 507 (15th ed. 1997)(explaining the "priorities" section
of the code).
9. See H.R. REP. No. 95-595, at 186 (1978), reprintedin 1978 U.S.C.C.A.N. 5963, 6147.

NEW MEXICO LAW REVIEW

[Vol. 28

A.

The PrioritySystem of Distribution
In 1800, a uniform bankruptcy system was enacted, establishing the standard of
equality among creditors." Priorities of distribution were added in 1841, including
a priority for any person who "performed any labor as an operative" in the service
of the bankrupt." Priorities of distribution recognize certain categories of
indebtedness that are to be paid before other categories of debt. 2 In other major
overhauls of the Bankruptcy Code prior to 1978, employee-related priorities were
generally limited to wages.' 3 What was excluded from priorities was any
compensation other than direct payment for a specific number of hours or
production.
The last major revision to bankruptcy laws, the Bankruptcy Reform Act of
1978,'" recognized the broadest categories of debts as secured debts and unsecured
debts." In general, security interests are protected in bankruptcy, and secured debts
are satisfied first to the extent of the value of the collateral. 6 Unsecureddebts have
a hierarchy of their own. The first to be paid among unsecured debts are priority
claims. 7 These priority claims are enumerated in section 507 of the current Code
in descending order of distribution: 1) administrative expenses; 2) claims of
creditors that extended credit between the filing of an involuntary bankruptcy
petition against the debtor and the order for relief; 3) claims for employees or agents
for wages, salaries, or commissions; 4) claims for contributions owed to employee
benefit plans; 5) certain claims of persons raising grain or engaged as a U.S.
fisherman; 6) claims by consumers for certain deposits; 7) debts for maintenance
or support of a spouse or former spouse or child of the debtor; 8) government claims
for certain taxes; and 9) commitments of the debtor to maintain the capital of an
insured depository institution.' 8
One class of creditors that historically has received the benefit of priority status
against a bankrupt business is employees. 9 As much as employers depend on
employees to make their businesses operate profitably, employees depend on
employers for their livelihood. Beginning over 150 years ago, Congress has

10. See Bankruptcy Act of 1800, ch. 19, § 31, 2 Stat. 19, 30, repealedby Bankruptcy Act of 1803, ch. 6.
11. See Bankruptcy Act of 1841, § 5, 5 Stat. at 445.
12. Successful claims awarded priority status are entitled to payment in full over general claims. See 4
COLLIER ON BANKRUvrCY 1 507.02 [1 ].
13. See Bankruptcy Act of 1898, § 64, 30 Stat. at 563 (establishing wages due to workmen as a fourth
priority); Bankruptcy Act of 1934, ch. 575, § 64, 52 Stat. 840, 874 (establishing wages as a second priority).
14. Pub. L No. 95-598,92 Stat. 2549 (1978). The Bankruptcy Reform Act of 1978 is commonly referred
to as "the Code."
15. A secured debt is one in which the creditor holds a lien upon the assets of the debtor's estate agreed
upon before the debtor filed for bankruptcy. The Bankruptcy Code definition of a security interest is a "lien created
by an agreement." 11 U.S.C. § 101(51) (1994).
16. See 11 U.S.C. § 725 (1994).
17. See 11 U.S.C. § 726(a)(1)(1994).
18. See II U.S.C. § 507(a) (1994).
19. Generally, a creditor is an entity that has a right to payment from a debtor. See Bankruptcy Reform Act
of 1978, Pub. L No. 95-598, § 101, 92 Stat. 2549,2550 (1978). Once an employee performs services or labor, the
employee becomes a creditor of the business until wages or some other compensation is paid. Unlike business
creditors, which provide services or products to employees while carrying the risk of nonpayment, employees are
generally unable to diversify such risk. See Daniel Keating, The FruitsofLabor: Worker Prioritiesin Bankruptcy,
35 ARIZ. L. REv. 905, 907 (1993).
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°
responded to the special need of employees of firms in bankruptcy,' providing
2"
priority of payment for certain employee claims against the debtor-employer.
22 In the last
Initially, Congress granted priority status only to employees' wages.
major Bankruptcy Code overhaul, priority status was expanded to cover other
employee benefits.2 3
The 1978 Act, generally, broadened the priorities granted to employees and
24
consumers and reduced priorities for government claims. The third and fourth
the assets of
priorities especially provide benefits to the laborers that helped create
25 Employees are
creditors.
among
divided
being
the bankrupt employer that are
26
viewed as having a special right to payment.

B.

Employee Priority Claims

1. Wage Priority
'2 7
In their plainest sense, the terms "wages, salaries, or commissions" equal a
paycheck. Wages are compensation for services, and the employer is obligated to
pay for those services. Section 507(a)(3) of the Bankruptcy Act of 1978 expanded
the protection employees received under the former Act.' Wage priority may be
20. See Bankruptcy Act of 1841, ch. 9, § 5, 5 Stat. 440, 445 (repealed 1843)(establishing a priority for an
operative of a bankrupt employer).
21. Priority status does not guarantee that employee claims will be paid in full, only that employee claims
are paid before some other general unsecured claims.
22. The first changes to the substantive law of bankruptcy occurred in 1898. See 1 COLLIER BANKRUPTCY
MANUAL 101. The 1898 Code called for a fourth priority for wages. See Bankruptcy Act of 1898, ch. 541, § 64,
30 Stat. 544, 563 (1898).
23. The last major overhaul of the Bankruptcy Code occurred in 1978 with the repeal of the Bankruptcy
Act of 1938. See Bankruptcy Reform Act of 1978, Pub. L No. 95-598, 92 Stat. 2549 (1978).
24. See S. REP. No. 95-989, at 5 (1978), reprinted in 1978 U.S.C.C.A.N. 5787,5791.
25. See 11 U.S.C. § 507(a)(3)-(4). The third and fourth priorities provide:
(a) The following expenses and claims have priority in the following order....
(3) Third, allowed unsecured claims, but only to the extent of $4,000 for each individual or
corporation, as the case may be, earned within 90 days before the date of the filing of the
petition or the date of the cessation of the debtor's business, whichever occurs first, for(A) wages, salaries, or commissions, including vacation, severance, and sick leave pay
earned by an individual; or
(B) sales commissions earned by an individual or by a corporation with only I employee,
acting as an independent contractor in the sale of goods or services for the debtor in the ordinary
during the 12 months preceding that date, at least
course of the debtor's business if, and only if,
75 percent of the amount that the individual or corporation earned by acting as an independent
contractor in the sale of goods or services was earned from the debtor;
(4) Fourth, allowed unsecured claims for contributions to an employee benefit plan(A) arising from services rendered within 180 days before the date of the filing of the
petition or the date of the cessation of the debtor's business, whichever occurs first; but only
(B) for each such plan, to the extent of(i) the number of employees covered by each such plan multiplied by $4,000; less
(ii) the aggregate amount paid to such employees under paragraph (3) of this
subsection, plus the aggregate amount paid by the estate on behalf of such employees to any
other employee benefit plan.
11 U.S.C. § 507(a)(3) and (4) (1994).
26. See 4 COLLIER ON BANKRUPTCY 1 507.01.
27. See II U.S.C. § 507(a)(3)(A).
28. The Bankruptcy Act of 1978 formally repealed the 1938 Act under which wages received second
priority but were essentially limited to wages and commissions. See Bankruptcy Act of 1938, ch. 575, § 64, 52 Stat.
840, 874 (1938).
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claimed by unionized and non-unionized employees, managerial staff,29 or
contractors.' Under the current Code, wages may include payments to the employee
by the hour, the week, or the month, bonuses,3" and payment for piecework.32
Amendments to the Act also increased the maximum allowed amount for a priority
claim.33
In addition to wages, salaries, or commissions, section 507 (a)(3) allows for
compensation claims, including vacation, severance, and sick leave pay.34 These
additional forms of compensation were included because Congress recognized that
employees may negotiate certain benefits in lieu of higher wages. 35 However, not
all job-related service performed by the employee produces benefits that equate to
wages. Benefits that are not obligations accorded wage priority status include
ordinarily reimbursed employee expenses 36 and employee stock options ordinarily
deducted from the employee's paycheck based on the employee's retention with the
company. 37 Thus, wages and other forms of compensation included in section
507(a)(3) appear to be directly related to payment for an employee's past services.
Section 507(a)(3) does not include fringe benefits or other advantages received
because of employment.
2. Priority for Contributions to Employee Benefit Plans
Section 507(a)(4) was enacted partially in response to two Supreme Court
decisions that held that contributions to a welfare plan organized to maintain life
insurance and health benefits were not entitled to the wage priority. 38 Legislative
history of the Bankruptcy Act of 1978 suggests that the creation of section 507(a)(4)
necessarily expanded the protection provided to employees by the Code: "The bill
recognizes the realities of labor contract negotiations, where fringe benefits may be

29. See In re Jade West Corp., 53 B.R. 16 (Bankr. D. Or. 1985) (claimant, who was also president and
member of board of directors of the bankrupt, entitled to wage priority).
30. See Harger v. Structural Services, 121 N.M. 657, 916 P.2d 1324 (1996) ("totality of circumstances
should be considered in determining whether the employer has the right to exercise essential control over the work
or workers of a particular contractor"); but see In re Dahlman Truck Lines, Inc., 59 B.R. 218 (Bankr. W.D. Wis.
1986) (no entitlement to wage priority where employer had no right to control details of claimant's work and
claimant asserted himself as independent contractor).
31. See In re Cardinal Indus., 160 B.R. 83 (Bankr. S.D. Ohio 1993).
32. See In re Gurewitz, 121 F. 982 (2d Cir. 1903).
33. The 1938 Act authorized payment of claims up to $600. See Bankruptcy Act of 1938, § 64. The
Bankruptcy Act of 1978 increased the maximum allowed amount to $2000. See Bankruptcy Act of 1978, Pub. L.
No. 95-598, § 507, 92 Stat. 2549, 2583 (1978). The 1994 amendment increased the maximum amount to $4000.
See Bankruptcy Act of 1978 as amended, Pub. L No. 103-394, § 108(c), 108 Stat. 4106, 4112 (1994).
34. See 11 U.S.C. § 507 (a)(3).
35. See S. REP. No. 95-989, at 69 (1978), reprintedin 1978 U.S.C.C.A.N. 5787, 5855.
36. See In re Growers Seed Ass'n, 49 B.R. 17, 18 (Bankr. N.D. Tex. 1985) (promised reimbursement for
moving expenses does not fall within wage priority).
37. See In the Matter ofBaldwin-United Corp., 52 B.R. 549, 551 (Bankr. S.D. Ohio 1985) (stock options
are neither wages nor severance pay).
38. See Joint Indus. Bd. of the Elec. Indus. v. United States, 391 U.S. 224, 228 (1968) (unpaid employee
contribution to employee's annuity plan established by a collective bargaining agreement held not entitled to
priority under § 6 4(a)(2) of the Bankruptcy Act); United States v. Embassy Restaurant, Inc., 359 U.S. 29, 35 (1959)
(unpaid employer contributions to a welfare fund as required by a collective bargaining agreement held not entitled
to priority under § 64(a)(2) of the Bankruptcy Act). Section 64(a) stated, "The debts to have priority... shall be
...(2) wages.., due to workmen." Bankruptcy Act of 1898, as amended, 52 Stat. 575, 874, § 64 (1938).
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substituted for wage demands."39 Qualifying fringe benefits include "pension plans,
health or life insurance plans, and others, arising from services rendered... before
the commencement of the case or the date of cessation of the debtor's business,
whichever occurs first."' Congress recognized the increase of union negotiations
where part of the bargaining power resided in an offer and acceptance of fringe
benefits as a substitute for wages.4 ' These fringe benefits were packaged in what are
now called employee benefit plans.
By identifying certain debts that are to be paid outside the principle of equality
of distribution among creditors, Congress created exceptions for certain classes of
creditors. Because these are special rights, a creditor must fit clearly within
42
statutory requirements to be granted priority status.
II. STATEMENT OF THE CASE
Southern Star Foods, Inc. ("Southern Star") contracted with the Oklahoma State
43
Insurance Fund ("the Fund") for workers' compensation insurance coverage.
Southern Star failed to make premium payments to the Fund for a period beginning
May 1, 1994. The Fund cancelled Southern Star's policy on November 17, 1994 for
nonpayment of premiums.
In December 1994, several creditors of Southern Star filed a petition for
involuntary bankruptcy against Southern Star under Chapter 7.' In March 1995, the
Fund filed proof of an unsecured claim asserting priority under 11 U.S.C.
§§ 507(a)(3) and (a)(4). The appointed trustee of Southern Star's Chapter 7
bankruptcy estate contested the priority status of the Fund's claim. In June 1996, the
Fund conceded that a portion of its claim did not qualify under priority status of
section 507(a)(3), which is limited to wages, salaries or commissions earned by an
individual. The Fund also conceded that the portion of its claim for premiums
incurred before the 180-day priority period should be allowed only as a general
unsecured claim. Nevertheless, the Fund continued to assert its section 507(a)(4)
claim since workers' compensation benefits that the Fund would pay out would go
to injured employees.
Section 507(a)(4) allows a fourth priority status for "contributions to an
employee benefit plan.""a The Fund described the state's workers' compensation

39. S. REP. No. 95-989, at 69 (1978), reprintedin 1978 U.S.C.C.A.N. 5787, 5855.
40. Id.
41. See id.
42. See 4 COLLIER ON BANKRUPTCY 507.01.
43. The facts in Section III are condensed from In re Southern Star Foods, Inc., 201 B.R. 291, 292-94
(Bankr. E.D. Okia. 1996) affd sub nom State Ins. Fund v. Mather (In re Southern Star Foods, Inc.), 210 B.R. 838
(B.A.P. 10th Cit. 1997). The Oklahoma State Insurance Fund is a self-supporting, revolving fund consisting of
premiums paid into the fund along with property and securities obtained through the use of the Fund's monies. See
OKLA. STAT. tit. 85, § 131 (West 1998).
44. The Bankruptcy Act of 1978 provides a general failure to pay standard to allow creditors an easier
standard under which to commence an involuntary bankruptcy petition against a debtor before the debtor's
resources have been largely depleted. See Bankruptcy Reform Act of 1978, § 303; see also In re Norris, 183 B.R.
437 (Bankr. W.D. La. 1995); In re Ethanol Pacific, 166 B.R. 928 (Bankr. D. Idaho 1994); In re Manchester Lakes
Assoc., 47 B.R. 798 (Bankr. E.D. Va. 1985) (debtor's ahility to pay is irrelevant with respect to grounds for
entering order for relief on involuntary bankruptcy petition).
45. See 11 U.S.C. § 507(a)(4), supratext accompanying note 24.
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system as "social legislation," but having "no fund set up to pay the workers'
compensation benefits in the case where the employer is not insured." 46 Reasoning
that general unsecured creditors should not be forced to "plug the gaps in
Oklahoma's social legislation," the District Bankruptcy Court found that the Fund's
claim did not qualify for priority status because workers' compensation premiums
were outside the scope of "fringe benefits" intended to be covered by section
507(a)(4).47 The Tenth Circuit Bankruptcy Appellate Panel affirmed the district
court construction.4
IV. RATIONALE OF THE COURT
The Bankruptcy Appellate Panel's Southern Star opinion enumerated three
approaches that led to its determination that the section 507(a)(4) priority was not
intended to apply to workers' compensation premiums. First, the appellate panel
analyzed the plain meaning of the statute, focusing more on particular terms than
the statute as a whole.49 Second, the BAP considered but rejected borrowing the
definition of employee benefit plan from another statute because its application
would broaden rather than narrow the scope of priorities.' Finally, the BAP placed
section 507(a)(4) in the context of its purpose by reviewing the legislative history
of the priority statute5" and concluded that workers' compensation is outside the
scope of the bargained-for benefits contemplated by Congress.52
Underlying the BAP's analysis is the overriding policy of bankruptcy liquidation:
equal distribution of assets and equal treatment of creditors.53 The BAP agreed with
the lower court, which narrowly construed priority status to apply only when "it is
so strongly'' deserved as to override the claims of all other creditors to equal
treatment. 4
The BAP looked at the plain meaning of three terms of section 507(a)(4):
contributions, plan, and services rendered. 55 Noting that the Bankruptcy Code does
not define "contributions to an employee benefit plan, 5 6 the BAP concluded that
the relevant terms of section 507(a)(4) are ambiguous, inviting consideration of
legislative history to shed light on their meaning.57
According to the BAP, "contribution" implies a "voluntary act." 5' The premiums
cannot be contributions because payment under a mandatory scheme is not
voluntary. 59 "Plan," in the context of employee benefit plan, suggests compensation

46.
47.
48.
49.
50.
51.
52.
53.

See In re Southern Star Foods,Inc., 201 B.R. at 294.
See id.
See Southern Star, 210 B.R. at 844.
See id. at841.
See id. at 842-43.
See id. at 843.
See id. at 844.
See idLat 841 (citing Isaac v. Temex Energy, Inc. (In re Amarex, Inc.), 853 F.2d 1526 (10th Cir. 1988).

54. Id. at 841 (quoting In re Southern Star Foods, Inc., 201 B.R. 291, 293 (Bankr. E.D. Okla. 1996)).

55. See I I U.S.C. § 507 (a)(4), supra text accompanying note 25.
56. See Southern Star, 210 B.R. at 841.
57. See id. at841.

58. See id.
59. See id.
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to employees by something other than wages. 60 The court noted that the workers'
6
compensation system spreads the risks of work-related injuries, ' but the benefits
62
of workers' compensation insurance go to both employees and employers. Section
63
507(a)(4) also requires that priorities be for claims arising from services rendered.
According to the BAP, services must be rendered by employees; in this case, the
64
claim arises from Southern Star's failure to pay premiums. Any other scheme
would allow a third party, such as an insurer, to be the beneficiary of the priority,
contrary to the intent of Congress.65
Second, the BAP rejected application of the definition of employee benefit plan
found in other statutes.' Some bankruptcy courts,67 which have held that workers'
compensation is an employee benefit, relied on the definition of employee benefit
68
plan found in the Employee Retirement Income Security Act of 1974 ("ERISA").
The Southern StarBAP noted that application of the ERISA definition departs from
the narrow construction that should be given to the Bankruptcy Code's statutory
priorities.69
Finally, the Southern Star BAP considered the legislative history, which
addressed the exclusion of compensation other than wages, when the Act overruled

60. See id.
61. See id.
62. See id. at 843-44.
63. See id. at 841.
64. See id.
65. See id. at 841-42.
66. See id. at 842-43.
67. See, e.g., Allegheny Int'l, Inc. v. Metropolitan Life Ins. Co. (In re Allegheny Int'l, Inc.), 138 B.R. 171
(Bankr. W.D. Pa. 1992) affid 145 B.R. 820 (W.D. Pa. 1992); In re Plaid Pantries, Inc., 137 B.R. 405 (D. Or. 1991)
aff'd on different grounds sub nora. Employers Ins. of Wausau v. Plaid Pantries, Inc., 10 F.3d 605 (9th Cir. 1993);
In re Saco Local Dev. Corp., 23 B.R. 644 (Bankr. D. Me. 1982), affd 711 F.2d 441 (1st Cir. 1983).
68. See 29 U.S.C. § 1002 (1994). The relevant portion of ERISA's definition of "employee benefit plan"
is as follows:
(1) The terms "employee welfare benefit plan" and "welfare plan" mean any plan, fund, or
program which was heretofore or is hereafter established or maintained by an employer or by
an employee organization, or by both, to the extent that such plan, fund, or program was
established or is maintained for the purpose of providing for its participants or their
beneficiaries, through the purchase of insurance or otherwise,
(A) medical, surgical, or hospital care or benefits, or benefits in the event of sickness,
accident, disability, death or unemployment, or vacation benefits, apprenticeship or other
training programs, or day care centers, scholarship funds, or prepaid legal services....
(2)(A) Except as provided in subparagraph (B), the terms "employee pension benefit plan" and
"pension plan" mean any plan, fund, or program which was heretofore or is hereafter established
or maintained by an employer or by an employee organization, or by both, to the extent that by
its express terms or as a result of surrounding circumstances such plan, fund, or program(i) provides retirement income to employees, or
(ii) results in a deferral of income by employees for periods extending to the termination
of covered employment or beyond....
(3) The term "employee benefit plan" or "plan" means an employee welfare benefit plan or an
employee pension benefit plan or a plan which is both an employee welfare benefit plan and an
employee pension benefit plan.
29 U.S.C. § 1002(l)-(3) (1994).
69. See Southern Star,210 B.R. at 841-42.
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the first of two cases. 70 The BAP agreed with a circuit court decision that the
legislative history supporting section 507(a)(4) enactment covered only bargainedfor wage substitutes.7' Since workers' compensation is not bargained for by
employees but mandated by the state, workers' compensation benefits are not a
bargained substitute for wages,7 and the coverage is not an employee benefit plan.
V. ANALYSIS
The Southern Stardecision that section 507(a)(4) is to be applied only to fringe
benefits given in lieu of wages eliminates the possibility for any creditor other than
employees or their representatives to be granted priority status under paragraph 4.
The court concluded that workers' compensation is not a plan,73 payment of unpaid
premiums does not directly benefit employees,74 and the statutory requirement that
companies provide workers' compensation precludes premium payments from being
contributions.75 To reach these conclusions, the court not only had to use the
narrowest definition of the terms in section 507(a)(4), but the court also had to
reject the common use of the terms.
A.

Legislative Intent To Broaden the Definition of Benefit
The BAP appropriately looked to the priority of fringe benefits since it was
benefits other than wages that Congress sought to protect with the expansion of
priorities in the Bankruptcy Reform Act of 1978.76 The BAP, however, seemed
determined to limit priority status under section 507(a)(4) to employees, noting that
allowing the Fund's premiums priority status would shift the recipient of priority
status from the employee to an insurer against the intent of Congress. 77
Underlying Congress' intent to include fringe benefits was its intention to make
7
the laborer more secure when displaced by an employer's bankruptcy proceedings.
The need to overhaul the pre-1978 Act as it related to employee claims was
apparent after the U.S. Supreme Court decisions in United States v. Embassy
Restaurant79 and Joint Industry Board of the ElectricalIndustry v. United States."0
In Embassy, the employer was "obligated to contribute" to its employees' union
welfare fund organized to maintain "life insurance, weekly sick benefits, hospital
and surgical benefits and other advantages for members of the locals" under a
collective bargaining agreement.8" In Joint Industry, the employer's defaulted

70. See id. at 843.
71. See Employers Ins. of Wausau, Inc. v. Ramette (In re HIm Corp.), 62 F.3d 224 (8th Cir. 1995). Unlike
the Eighth Circuit, the First and Ninth Circuits consider workers' compensation to be a plan of compensation which
furthers Congress' intent to expand priorities to all plans that benefit employees. See Saco, 711 F.2d at 449; Plaid
Pantries, 10 F.3d at 607.
72. See Southern Star, 210 B.R. at 844.
73. See id. at 841.
74. See id. at 841-42.
75. See id. at 841.
76. See H.R. REP. No. 95-595, at 187 (1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6148.
77. See id. at 841-42.
78. See H.R. REP. No. 95-595, at 187-88.
79. 359 U.S. 29 (1959).
80. 391 U.S. 244 (1968).
81. Embassy, 359 U.S. at 30.
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payments were due to the employees' annuity plan payable upon death, retirement,
permanent disability, entry into the military, or termination of participation in the
plan.82 The Embassy Court followed the general principle of bankruptcy: "to bring
about an equitable distribution of the bankrupt's estate,"83 denying priority to fringe
benefits. Nearly a decade later, the Joint Industry Court found that the Embassy
decision was controlling and denied priority to annuity payments. 4
The Embassy Court interpreted the language of the applicable federal law which,
for employees, translated into priority only for wages.8 5 The Court interpreted the
importance Congress had placed on wagesand wages only86 and refused to broaden
any priority definition to recognize an unexpressed priority.87 The Court also noted
that Congress' adjustments to the Act had been limited to raising the amount of the
claim, changing the hierarchy of priorities, and broadening the categories of
employees. 88 In other words, wages had consistently been the focus of congressional
intent. With varying amendments, Congress had moved wages up or down in the
order of priorities and had increased the collectible amount,89 but Congress' changes
regarding employee-related claims had never provided for priority for anything but
wages.
Although the Court noted that unions and employees considered fringe benefits
equivalent to wages, it refused to accept an interpretation that included them in the
priority.' The Court concluded that if "this class is to be so enlarged by extending
it to other benefits, it must be done by the Congress."'" Thus, Embassy stands for

the proposition that remuneration other than compensation directly related to hours
or production is not within the scope of "wages" as that term was used in pre-1978
bankruptcy law. As the Southern StarBAP noted, paragraph 4 of section 507 of the

82. See Joint Industry, 391 U.S. at225-26.
83. Embassy, 359 U.S. at 31 (quoting Kothe v. R.C. Taylor Trust, 280 U.S. 224, 227 (1930)).
84. As the dissent in Joint Industry pointed out, the bargained-for annuity of the electrical industry was
materially different from the sums paid into the Embassy welfare fund. See Joint Industry, 391 U.S. at 229-31
(Fortas, J., joined by Warren, CJ., and Brennan, J., dissenting). Whereas the Embassy benefits were never directly
due to the employees, the electrical workers in Joint Industry were entitled to the sum in their individual accounts
upon some triggering event See id. at 230. Furthermore, unlike Embassy, the annuity calculations were specifically
related to an individual's work. See id.
85. At the time of the Embassy decision, the priority section provided:
The debts to have priority, in advance of payment of dividends to creditors, and to be paid in
full out of the bankrupt estates, and the order of payment, shall be (1) the actual and necessary
costs and expenses of preserving the estate subsequent to filing the petition;... (2) wages, not
to exceed $600 to each claimant, which have been earned within three months before the date
of the commencement of the proceeding, due to workmen ....
Bankruptcy Act of 1938, ch. 575, § 64, 52 Stat. 840, 874 (1938).
86. See Embassy, 359 U.S. at 31 (wages had been given a preferred position in the Bankruptcy Act long
before welfare funds played any part in labor negotiations).
87. See id. ("if one claimant is to be preferred over others, the purpose should be clear from the statute")
(quoting Nathanson v. Labor Bd., 344 U.S. 25, 29 (1952)).
88. See Embassy, 359 U.S. at 31-32.
89. The Bankruptcy Acts of 1867, 1898, and 1926 increased the amount available to each wage priority
claimant. See Bankruptcy Act of 1867, ch. 176, § 27, 14 Stat. 517, 529; Act of 1898, ch. 541, § 64, 30 Stat. 544,
563; Act of 1926, ch. 406, § 15, 44 Stat. 662, 667.
90. See Embassy, 359 U.S. at 37.
at35.
91. Id.
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Bankruptcy Act of 1978 overturned Embassy.9 2 However, the BAP overlooked the
fact that the benefits in Embassy were arguably wages, 93 and in response to
Embassy, Congress not only included fringe benefits in the wage priority, but also
created a completely separate priority.
When section 507(a)(3) is compared with section 507(a)(4), the expansiveness
of the priority created for fringe benefits becomes apparent. Included in section
507(a)(3) are wages, vacation, severance, and sick leave.94 Typically, each of these
employer expenses is earned by the employee and directly related to the number of
hours worked, rate of pay, seniority, or other multipliers unique to the individual.
Section 507(a)(3) reflects compensation earned throughout the year although
payable upon completion of a particular period.
On the other hand, section 507(a)(4) expressly includes benefits such as life,
medical, or death benefits95 that are not unique to the individual employee and are
payable only upon a certain event. Moreover, paragraph 4 benefits appear to be
those negotiated for the group. For example, insurance rates for these paragraph 4
benefits are based on a number of factors such as total number of participants,
general age and health of participants, and anticipated risk. Employers pay
premiums based on the group rate. When one member of the group requires the
benefit, the employee accesses the benefit directly, but at the group-negotiated rate.
The Southern Star court ignored the similarity between workers' compensation
insurance and insurance for life, medical, or death benefits. Southern Star paid
premiums based on the same kinds of insurance predictors that are used to
determine rates for other insurance. Like premium payments for medical insurance,
Southern Star reaped the benefit of having only to pay a definitive amount in
workers' compensation premiums, regardless of the extent of the employee's
benefit. The Southern Star premiums guaranteed that when workers' compensation
claims arise, payments go directly to the injured employee-a payment schedule
that was not based on the employee's position or productivity, only on the injury or
level of disability. Thus, like premiums for life, or death, or disability insurance,
premiums for workers' compensation are "employee benefits" in the usual way in
which that term is used.
Congress responded to the Embassy Court's invitation to enlarge the definition
of benefits given priority by granting third priority status to vacation, severance, and
sick leave in addition to wages. These benefits are directly related to earnings from
employee hours or production, payable throughout the year. At the same time,
Congress also created a separate priority for contributions to employee benefit
plans, payable upon certain events. Thus Congress expanded priority status to
include both direct and indirect compensation. The third priority expressly relates

92. See In re Southern Star Foods, Inc., 210 B.R. 838, 843 (1997) (citing H.R. REP. No. 95-595, at 357
(1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6313; S. REP. No. 95-989, at 69, (1978), reprinted in 1978
U.S.C.C.A.N. 5785, 5855).
93. See In re Embassy Restaurant, 254 F.2d 475, 477 (3d Cir. 1958) (stating that the court is "firmly
convinced that unions bargain for these contributions as though they were wages, and further that industry
considers the contributions as an integral part of the wage package").
94. See 11 U.S.C. § 507(a)(3).
95. See 11 U.S.C. § 507(a)(4).
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to earnings. The question remains whether Congress intended that only benefits
payable to employees qualifies for the fourth priority.
Premium Payments Are Contributions
The Southern Star BAP stated that insurance premiums are not contributions for
two reasons: 1) they are not voluntary' and 2) they are a statutory requirement and
are not the product of collective bargaining.' The BAP's use of the most narrow
definition defined the term in a manner that excludes categories of debt clearly
within the priority. Although the term contribution implies voluntary, the nature of
the employer-employee relationship requires a broader definition.
The BAP characterized the term voluntary in terms of Southern Star's obligation
to its employees as opposed to an obligation to a third party service provider. First,
the BAP noted that the unpaid insurance premiums at issue were the result of
Southern Star failing its contractual obligation to pay its insurer.98 The BAP implies
that Southern Star's contractual obligation to its insurer is different from a
contractual obligation to its employees," and that Southern Star's insurance
premiums are not voluntary payments because its premiums were derived from a
contractual obligation."° A definition of voluntary that excludes all obligations,
however, may exclude insurance premiums paid for other types of coverage.
To further ensure that priority is granted only to employees, the BAP noted that
section 507(a)(4) does not provide priority to third parties, 1 insisting that the
"services rendered" prerequisite" can only refer to services provided by
employees. 3 The BAP's forced interpretation to exclude insurers depends on
words that are not in the statute. To support its analysis, the BAP cites In re AERAerotron'" and In re Montaldb Corp."°5 In rejecting priority status to an insurer's
claim for unpaid premiums for group health, dental and term life insurance, the
AER-Aerotron court equated the services provided by the insurer to purely a
business agreement in which the insurer had no intention of making contributions
to the employees."° To make its point, the AER-Aerotron court hypothesized:
B.

During negotiations for wages and benefits, an employer promises that it will
build and equip a breakroom for its employees. The employer hires a general
contractor to carry out this promise and the breakroom is duly completed. The
employer then files a bankruptcy petition. The employees have already received
the promised benefit of their new breakroom, and it will not give these
employees any "benefit" at all to prefer the general contractor's claim for the

See Southern Star, 210 B.R. at 841 (citing Montaldo, 207 B.R. at 114).
See id. (citing In re Allentown Moving & Storage, 208 B.R. 835, 837 (Bankr. E.D. Pa. 1997)).
See id.
See id. at 841-42.
100. See id. (citing Montaldo, 207 B.R. at 114).
101. See In re Southern Star Foods, Inc., 210 B.R. 838, 842 (B.A.P. 10th Cir. 1997).
102. See 11 U.S.C. § 507(a)(4)(A).
103. See Southern Star, 210 B.R. at 841-42 (citing Montaldo, 207 B.R. 112, 114 (Bankr. M.D.N.C. 1997)
and AER-Aerotron, 182 B.R., 725, 727 (Bankr. E.D.N.C. 1995)).
104. 182 B.R. 725 (Bankr. E.D.N.C. 1995).
105. 207 B.R. 112 (Bankr. M.D.N.C. 1997).
106. See AER-Aerotron, 182 B.R. at 727.
96.
97.
98.
99.
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other creditors, by
construction costs, to the detriment of all the employer's
17
allowing the contractor to claim the § 507(a)(4) priority. 0
Here, the service
provided by the general contractor is no more than a trade
08
agreement.'
Workers' compensation is distinguishable from the AER-Aerotron analogy
precisely because of what employer premiums provide. In the AER-Aerotron
breakroom example, the employer promised a breakroom that employees would
enjoy along with their regular wages. The breakroom would not have been
negotiated in lieu of wages but would have been considered by employees as one
of the advantages of working for that particular employer. These employees would
have to give up nothing in order to benefit from the breakroom.
On the other hand, when Southern Star promised its employees workers'
compensation coverage, it promised that when the employee was unable to work for
wages, the employee could depend on some kind of compensation. This promise
may or may not have been actually relayed to the employees; there was no need
since Southern Star did not have the option not to provide workers' compensation.
It is the history of the mandatory nature of workers' compensation that makes the
benefit a negotiated one. The BAP pointed out that the workers' compensation
system is a compromise reached between employees and employers in which
employees gave up the right to sue for work-related injuries." Employers gained
the benefit of set contribution and lost certain defenses." 0 Essentially, employees
negotiated an agreement recognized statewide as beneficial to both employers and
employees. This agreement for compensation for work injuries was subsequently
mandated by the state, but it is a negotiated agreement nonetheless.
Second, the BAP noted that Southern Star's insurance premiums were not the
product of collective bargaining. Companies pay premiums under differing
circumstances. Each employer offers a package of benefits that will attract good
workers. Providing these benefits induces good employees to stay. Few will dispute
that even where there is no collective bargaining agreement, employers do not
provide benefits as gifts."' Southern Star was still obligated, as a practical matter,
to provide fringe benefits. Although there is no legal obligation, payment is not
entirely voluntary because eliminating the benefits would reduce Southern Star's
ability to have and retain good employees. Narrowing the term contribution to apply
only to collective bargaining agreements excludes many employers that also offer
fringe benefits. Thus, voluntary must be defined broadly.
C. Workers' CompensationProvidedby the Fund Meets the Definition of a
Plan
Notwithstanding the Southern Star court's unwillingness to borrow a definition
from another statute, ERISA provides a helpful description of the kinds of employee

107.
108.
109.
110.
111.

See id.
See id.
See Southern Star, 210 B.R. at 844.
See id.
See United States v. Embassy Restaurant, Inc., 359 U.S. 29, 37 (1959) (Black, J., dissenting).
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benefit plans. Both employee welfare benefit plans and employee pension plans fall
under the general term "employee benefit plan.""' 2 Pensions are benefits received
upon retirement or at some time following termination of employment;" 3 welfare
other than income, or are contingent on some event
benefits are paid as something
4
other than retirement.1
Workers' compensation does not fit neatly into either category of benefit plans.
Unlike a pension fund, benefits from workers' compensation are not credited to an
employee in the event they are not used before retirement." 5 A worker is eligible
for workers' compensation at the point of some triggering event. 1 6 The injured
employee is still on the payroll of the employer, and payment is made directly to the
employee. Compensation is not deferred to some later time. Since payments are
triggered by an event other than termination, workers' compensation seemingly falls
more into the welfare benefit category. Having the characteristics of a welfare
benefit plan, however, does not automatically make workers' compensation a plan.
The question is whether this insurance system is enough like a plan to be more than
mere insurance.
Before the bankruptcy petition, Southern Star paid premiums to the Fund for
workers' compensation coverage. However, "[t]he purchase of insurance is only a
method of implementing a plan, fund, or program and is evidence of the existence
of a plan but is not itself a plan." ' 1 7 Congress was concerned enough about
protecting employees' benefits that it created a prerequisite that an ERISA plan
have assets placed in a trust."' No trust is involved and no assets are at stake in the
workers' compensation system in which Southern Star participated.
A "plan" has been described by courts using terms such as an administrative
scheme, program of action, effectuation of intent, and design decision." 9 An
employee welfare plan must at a minimum 1) be established or maintained by an
120
employer or employee organization and 2) provide benefits to its participants.
Following premium payments from the employer to an insurer, workers'
compensation provides benefits to an injured employee. In the case of a self-insured
employer, benefits are also provided to an injured employee once the accident
112. See 29 U.S.C. § 1002(3).
113. See 29 U.S.C. § 1002(2)(A).
114. See 29 U.S.C. § 1002(1).
115. An employee is entitled on demand to employer contributions to true pension plans. See Joint Indus.
Bd. of the Elec. Indus. v. United States, 391 U.S. 224, 230 (1968) (Fortas, J., joined by Warren, C.J., and Brennan,
J., dissenting). With a pension plan, a worker earns the benefit in each period that is worked. The employer pays
into a fund that eventually will pay the worker upon retirement. On the other hand, if the worker dies before
retirement, the benefits are paid to the employee's heirs. Either way, employer contributions are credited to the
employee.
116. In New Mexico, a worker is eligible at the time a compensable injury is known by the employer. See
N.M. STAT. ANN. § 52-1-29 (Repl. Pamp. 1991); Moorhead v. Gray Ranch Co., 90 N.M. 220, 561 P.2d 493 (Ct.
App. 1977) (employer having actual knowledge of accident is sufficient notice).
117. Donovan v. Dillingham, 688 F.2d 1367, 1375 (1lth Cir. 1982).
118. See 29 U.S.C. § 1104 (1994).
119. See, e.g., Lowney v. Genrad, Inc., 925 F. Supp. 40,45 (D. Mass. 1995); Holdbrook v. California Federal
Bank, 905 F. Supp. 367, 369 (N.D. Tex. 1995); Bell v. Allstate Ins. Co., 822 F. Supp. 1222, 1225 (D.S.C. 1992);
Transamerica Ins. Co. v. Peerless Industries, 698 F. Supp. 1350, 1353 (W.D Mich. 1988).
120. See 29 U.S.C. § 1002(1). The Eleventh Circuit interpreted this ERISA section and delineated five
elements: 1)plan, fund, or program; 2) established or maintained; 3) by employer or organization; 4) to provide
welfare benefits; 5) to participants or their beneficiaries. See Donovan, 688 F.2d at 1371.
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occurs. Employees are direct recipients of workers' compensation benefits. 2 ' Thus,
workers' compensation meets the last part of the test.
The first part of the test is more problematic because of the requirement for
particular participation by the employer or an employee organization. Workers'
compensation was established by the state, not by employers or a union or another
employee organization. Further, evidence of maintaining a plan includes
participating in day-to-day operations.' If the purchasing employer neither directly
controls nor assumes responsibility for the plan, there is no ERISA plan. 2
Clearly, the Oklahoma workers' compensation system was neither established
nor maintained by Southern Star. Moreover, Southern Star did no more than pay
premiums. Day-to-day operations were the responsibility of the Fund. Thus,
workers' compensation benefits provided to Southern Star employees by the Fund
cannot be defined within the ERISA scheme.
Not only did the Fund's plan fail to meet the ERISA definition, but the BAP also
found that using the ERISA definition was inappropriate because the "ERISA
definition and associated court guidelines were designed to effectuate the purpose
of ERISA, not the Bankruptcy Code."' 24 Nevertheless, workers' compensation
provided through the Fund may meet the definition of a plan.
A Tenth Circuit district court was called upon to determine if a self-funded, selffor member employees was an
adjusting medical and death benefit program
"employee benefit plan" or "insurance."' 25 In reviewing pre-ERISA literature to
understand the meaning of employee benefit plan, the court concluded that early
relief funds were distinguishable from insurance because: "first, the funds were not
open to the public; second, there was no advertising or solicitation; third,
1 26
membership was voluntary; and fourth, the fund was not operated for profit.
On the surface, workers' compensation falls short of the reach of employee
benefit plans in at least two ways. First, membership is not voluntary. Every state
requires an employer of a designated size to provide workers' compensation
benefits.'27 If the employee accepts these benefits, the employee is deemed to have
waived his rights to common law action against even a negligent employer.' 28
Second, a private workers' compensation insurer, like every other insurance
company, operates for a profit.

121. Plans in which no union members, employees, or former employee participate are not considered
employee welfare benefits plans under ERISA. See id.
122. See Taggart Corp. v. Life & Health Benefits Admin., 617 F.2d 1208, 1210 (5th Cir. 1980), cert. denied,
Taggart Corp. v. Efros, 450 U.S. 1030 (1981).
123. See Taggart,617 F.2d at 1211.
124. In re Southern Star Foods, Inc., 210 B.R. 838, 843 (B.A.P. 10th Ci. 1997) (quoting Inre HLM Corp.,
183 B.R. 852 (D. Minn. 1994)).
125. See Bell v. Employee Security Benefit Ass'n, 437 F. Supp. 382, 385 (D. Kan. 1977). In Bell, the
association brochure described its program as a "Major Medical Expense and Graded Death Benefit Plan for
at 384. The association asserted that since it was an employee benefit plan
Members and Member's Families." Id.
and not insurance, it was exempt from all state regulation. See id.
126. Id. at 390.
127.

See Spencer LeRoy et al., Workers' Compensationin Bankruptcy: How Do the PartiesFare?,24 TORT

& INs. L.J. 593, 595 (1989).
128. See id.
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VI. IMPLICATIONS
Congress has vacillated in its express treatment of workers' compensation claims
in bankruptcy, 2' 9 but Southern Star stands for the proposition that insurers of all
benefits, and workers' compensation in particular, will always be relegated to
general creditor status in the Tenth Circuit. This section addresses some of the
implications of an employer's bankruptcy on businesses, insurers, and employees.
Effect on Employers
In the case of a business filing under Chapter 7, the employer's responsibility to
the insurer and to the employee has virtually ended. Under Chapter 7, a trustee is
assigned to liquidate the firm's assets and distribute the proceeds to the creditors in
the order designated by the Code. In this case, as in Southern Star, the employer
need not be concerned over future payments to the insurer or to the employee-the
30
employer's obligations have terminated along with the business.' A different
scenario, however, may occur if bankruptcy were filed under a different chapter.
Under a Chapter 11 filing, for example, the business does not cease but
undergoes a reorganization of its financial obligations.' In this case, the plan
restructures future obligations to enable the employer to continue operation. The
employer then faces reduced funds to pay creditors, including insurers and
employees. Assuming that employees' wages remain the same (which, in the age of
reductions in force, is a big assumption), the insurer must receive part of the
diminished funds. The problem arises when the employer seeks workers'
compensation insurance with an insurer that cannot increase rates because of
Chapter 11 but is hesitant to continue to insure beyond the agreement period
because of the perception that the business is financially distressed. The insurer that
has received reduced premiums need only to wait until the expiration of the covered
period. After that, the employer will be forced to seek alternative coverage and is
likely to be assigned to a state's assigned risk plan, which may only provide
guaranteed cost insurance, with no opportunity for cost savings for favorable loss
experience.
Because workers' compensation is mandatory, an employer of the statutorily
designated size must provide either certification of coverage or proof of the ability
to self-insure. This scheme has little effect on the financially independent employer
capable of providing its own workers' compensation coverage. It will likely affect
the employers that can least afford schemes that offer no cost savings.

A.

129. Although the 1934 amendment to the Bankruptcy Code expanded claims of provable debts to include
workers' compensation, the Act of 1938 abolished priority status of workers' compensation claims. Compare
Bankruptcy Act of 1934, ch. 424, § 4,48 Star. 911,923 (1934) with Act of 1938, ch. 575,52 Star. 840, 874 (1938).
130. The filing of a bankruptcy petition creates an estate consisting of the legal and equitable interests in the
property of the debtor at the commencement of the case. See Bankruptcy Act of 1978, 11 U.S.C. § 541, 92 Stat.
2549, 2594 (1978). Thus, under a Chapter 7 liquidation, the debtor relinquishes control over assets, and the trustee
satisfies creditors' claims using the proceeds from the sale of the assets. See 11 U.S.C. § 704. Unlike the trustee's
duty to reduce the property of the estate to money under a Chapter 7 liquidation, the trustee's fiduciary obligation
to creditors of a debtor in Chapter 11 focus on investigating and supervising the operation of the debtor's business.
See id. § 1106.
131. See id. §§ 1106-1108, 1123.
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Insurance premiums paid by an employer arise only after the employer
voluntarily chooses to use a third-party insurer.' Otherwise, the employer would
prove up the requisite financial certification and pay any benefit due an employee
when an injury occurred.' 33 While the self-insured employer is not at all concerned
with premiums, many employers lack the financial capacity to be self-insured.
Unless an employer can prove financial solvency, the employer is forced to use an
insurer. Where the employer lacks funding capacity for self-insurance, there is no
choice.
Of course, an employer always has the ultimate choice of whether to do business
in the state and whether to hire employees. Although the state has an interest in both
the employer and the employee, state policies that force a potential employer to
choose not to do business to avoid insurance complications seemingly contravenes
the policy promoting enterprise.
B.

Effect on Employees
Under worker's compensation laws, employees receive a virtual guarantee of
some financial recovery after suffering a job-related injury in exchange for an
exclusive recovery method. Workers' compensation serves a variety of immediate
and long-term benefits to the injured employee.' 34
New Mexico's employees who suffer a job-related injury will receive workers'
compensation payments whether the insurer has paid its required premiums,
whether the employer has illegally represented itself as capable of self-insurance,
or whether the employer files bankruptcy.' 35 Every employer subject to the
Workmen's Compensation Act "shall become liable to and shall pay to any such
worker injured by accident arising out of and in the course of his employment
...compensation in the manner and amount at the times herein required.' 36
Like many states, New Mexico provides for an alternative remedy against an
employer that does not provide coverage. 37 In New Mexico, if the employer fails
to comply with the Workers' Compensation Act, the injured employee may either
sue under the Workmen's Compensation Act or in tort.t3 ' Although the employee
eventually recovers, the onus is on the employee.

132. See In re Gerald T. Fenton, 178 B.R. 582 (Bankr. D.C. 1995).
133. In New Mexico, an employer can either show evidence of workers' compensation coverage by proving
financial solvency sufficient to become self-insured or the employer must obtain insurance through an insurance
carrier. See N.M. STAT. ANN. § 52-1-4 (Repl. Pamp. 1991).
134. See American Tank and Steel v. Thompson, 90 N.M. 513, 565 P.2d 1030 (1977) (workers'
compensation offers humanitarian and economical system of compensation for injured); Casias v. Zia Co., 93 N.M.
78, 596 P2d 521 (Ct. App. 1979) (workers' compensation prevents claimant from being on welfare roles);
Livingston v. Loffland Bros. Co., 86 N.M. 375, 524 P.2d 991 (Ct. App. 1974), cert. denied, 86 N.M. 372 (purpose
of workers' compensation is to provide recovery for worker or worker's heirs).
135. Workers' compensation is statutorily provided for employees regardless of their employer's ability to
obtain workers' compensation insurance through traditional means. See N.M. STAT. ANN. § 59A-33-3 (Repl. Pamp.
1991).
136. See N.M. STAT. ANN. § 52-1-2 (Repl. Pamp. 1991).
137. Tenth Circuit states provide statutory alternatives. See UTAH CODE ANN. §§ 35-1-57 to -58 (1953);
WYO. STAT. ANN. § 27-12-103 (Michie 1977); COLO.REV. STAT. § 8-44-107; OKLA. STAT. tit. 85, § 12 (1971).
138. See Shores v. Charter Services, Inc., 106 N.M. 569, 746 P.2d 1101 (1987).
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Southern Staremployees may have been protected if they had had out-of-pocket
expenses for insurance premiums that were normally reimbursed by the employer.
Southern Star suggests that these premiums may be given priority given its focus
on protecting the employee and because these costs would actually be due to the
employees.
C. Effect on Insurers
Lastly, the insurance industry is affected. The New Mexico legislature has
defined insurance as "a contract whereby one undertakes to pay or indemnify
39
another as to loss from certain specified contingencies or perils."' An insurance
contract exists when the insurer assumes the risk and agrees to pay a stated sum to
the insured or the insured's nominee."4° In the instant case, the insurance contract
was between Southern Star and the Fund. Under this contractual agreement,
Southern Star is the insured for two reasons: 1) Southern Star entered into a contract
with the Fund which promised to pay workers' compensation payments to injured
employees, and 2) the Fund indemnifies Southern Star by assuming the risk of
payment for employees injured within their scope of work at Southern Star.
Southern Starasserts that it would be against Congress' intent to allow insurers
to have priority under section 507(a)(4). The BAP and other courts argue that the
insurer assumes the risk only as part of a contractual, business agreement. However,
it was an insurer of hospital and surgical benefits and life insurance in Embassy that
was denied priority status because the claim was outside the reach of the wage
priority. It was the Embassy decision that Congress expressly overruled when it
expanded the wage priority and created an additional priority for contributions to
employee benefit plans. It seems incongruous for Congress to deny priority for
workers' compensation premiums while allowing the same statutory priority for
premiums paid to other insurers.
CONCLUSION
For more than 150 years, Congress has sought to protect workers caught in the
uncertainty of a bankrupt business by providing priority status for wages due from
services rendered. With the Bankruptcy Act of 1978, Congress expanded that
protection to include fringe benefits, recognizing that fringe benefits are often
negotiated in lieu of wages.
States have recognized that workers' compensation is beneficial to both
employers and employees. In a sense, workers' compensation is also a negotiated
benefit--employees are guaranteed compensation following a work-related injury;
employers are protected from unknown financial responsibility due to injured
workers. The Tenth Circuit Bankruptcy Appellate Panel, however, recognizes
workers' compensation as a benefit to the employer rather than the employee.
Holding that workers' compensation premiums are not contributions and the system

139. N.M. STAT. ANN. § 59A-1-5 (Repi. Pamp. 1995).
140. See Levi Strauss & Co. v. New Mexico Property & Casualty Ins. Guaranty Ass'n (In re Mission Ins.
Co.), 112 N.M. 433,436, 816 P.2d 502, 505 (1991).
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is not an employee benefit plan, workers' compensation insurers have been denied
fourth priority status.
In aligning with courts that have rejected priority status for workers'
compensation premiums, the Bankruptcy Appellate Panel appears to favor a
construction of section 507(a)(4) that applies priority status to claims only when the
employees are the creditors. This decision makes it unlikely that any third party,
especially insurers, will be granted priority.
DEBORAH GILLE

